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Where Is the New Frontier in Federal Taxes? 


by Roswell Magill 


Chairman, Tax Foundation 


. Kennedy’s message on taxation, delivered to the Congress on April 20th, proposes 
a series of tax changes in aid of five previously announced executive programs.' The purpose 
of the proposals is generally to stimulate the economy while preserving the level of revenues. 


The principal proposal from the point of view 
of revenue cost is intended to provide a tax 
incentive for expenditures for plant and ma- 
chinery in excess of the ordinary deprecia- 
tion deduction. 


The lost revenue is to made up principally by the 
institution of a system of withholding on dividends 
and investment interest payments; by more severe 


tion from them by withholding of the basic tax in 
interest and dividends. 


In an early paragraph of his message the President 
says: “This message recognizes the basic soundness 
of our tax structure.” Later on, however, he observes: 
“This message is but a first though urgent step along 
the road to constructive reform”; and the message 


taxation of income earned 
abroad; by the elimination of 
both credits for dividend re- 
ceipts; and by the restriction 
or denial of deductions for 
business expenses and enter- 
tainment. 


The loss of revenue, in other 
words, arises from more lib- 
eral allowances for deprecia- 
tion, which will largely be 
enjoyed by corporations. The 
additional revenue will be ob- 
tained from the denial to in- 
dividuals of deductions and 
credits; and from the collec- 


This Issue In Brief 


The Administration’s recently-proposed 
tax program, says Mr. Magill in this 
Review, does little to advance us toward 
a long-sought goal, a tax structure that 
will enhance, not impede the nation’s eco- 
nomic growth. 

The current tax program offered, he 
observes, is “‘a pretty small package.” 

He suggests that “fundamental” re- 
forms should be made at once: simplifica- 
tion of the income tax law, greater 
diversification in the tax system and more 
equity in tax rates. 

“We must not be satisfied,” he says, 
“with putting a few more patches on a tax 
structure that, for a long time, has pro- 
vided enormous revenues, but has also put 
high hurdles in the way of our enterprise 
system.” 





concludes: “They will be fol- 
lowed next year by a second 
set of proposals, aimed at 
thorough income tax reform.” 


So far as we have experi- 
enced it prior to April 20th, 
the New Frontier has been 
notable for new spending pro- 
posals, not for proposals for 
tax reduction or reform. The 
recommendations have dealt, 
for example, with Federal 
grants in aid of education; 
Federal housing grants; Fed- 
eral grants for medical care 
for the aged; further payments 
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to the unemployed — all of which require increased 
Federal spending. We have not been told how these 
new billions of expenditures are to be paid for. We 
have heard nothing at all about tax reduction. 


The inference certainly is that with all these jobs 
that. the Federal government can do, all requiring 
more money, we can’t have any tax reduction. The 
inference is rather that we'll be lucky not to have to 
endure a good stiff tax increase. 


That conclusion seems to rest on several funda- 
mental premises which it will be worthwhile to ex- 
amine. The President’s tax message does not deal 
with them. 


First, are we as citizens satisfied to have Federal 
expenditures increase year after year, dollar for dollar, 
with any increase in revenue that is due to economic 
growth? Do we really prefer to have the Federal 
government do more things for us every year, of 
course at our expense? Do we want the Federal gov- 
ernment (rather than the local governments) to set 
the standards and provide the money for local teachers 
and local schools? Do we want the Federal govern- 
ment not only to assure farmers of fixed support prices 
for their crops, but to provide medical care for the 
aged, and housing for middle income or low income 
groups? 


In fiscal 1955, Federal taxes and receipts were 
$60.2 billions. They are expected to be $78.5 billions 
in fiscal 1961, an increase of 30 per cent in only six 
years. None of this amount has been earmarked for 
tax reduction or tax reform. All of it and probably 
more will go for increased spending. Is that what 
we wish? 


There seems to be no clear voice raised in support 
of any contrary policy. 


Roswell Magill, Chairman, 
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Second, are we really thoroughly satisfied with our 
Federal tax system? Is it really, as the President says, 
a basically sound structure? On the face of things, it 
would seem that we are satisfied with it, for the Fed- 
eral tax structure has been left very much the same 
for twenty years, since 1942. To be sure, there was 
great hue and cry in 1954 about rewriting the tax 
laws in better English; and that was done. When it was 
all over, and Congress had adopted the Internal Rev- 
enue Code of 1954, now an 1148-page book in the 
official edition, the principal taxes were levied at just 
about the same rates on just about the same people. 


Core Is Income Tax 


Fundamentally, the core of the Federal tax system 
is the income tax, which produced 73 per cent of 
total Federal internal revenue collections, or $67 bil- 
lions, in 1960. The estate tax and the gift tax produced 
$1.6 billions, or 1.8 per cent, in 1960. The tobacco 
taxes yielded $1.9 billions, or 2.1 per cent; the liquor 
taxes, $3.2 billions, or 3.5 per cent. Sundry other 
excise or sales taxes, levied at various rates, yielded 
a total of $6.7 billions, or 7.3 per cent; and the em- 
ployment taxes produced $11.2 billions, or 12.2 per 
cent, of total internal revenue collections. 


Since the Federal government takes 52 per cent of 
the profits of our major corporations, and varying 
percentages from 20 per cent upwards of the incomes 
of individuals, it is plain to see why, when national 
income declines, tax revenues decline at least pari 
passu. 


These observations suggest several fundamental re- 
forms in the tax system which ought to be made at 
once. Indeed, there has been widespread agreement 
for a number of years that they should be made. First, 
the income tax law, in particular, should be greatly 
simplified. It should at least be made intelligible. It is 
ridiculous that so many intelligent men, business- 
men, lawyers and accountants, should have to spend 
so much time every year trying to work out the best 
form in which to cast business and family transac- 
tions, not to produce more income, not to obtain eco- 
nomic growth, but to reduce the income tax thereon 
to a manageable amount. 


Second, the Federal tax system urgently requires 
diversification. Too many of our revenue eggs are 
collected in the income tax basket. When personal and 
corporate income slides or falls, Federal revenues slide 
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or fall even faster. Now a tax on income can be a 
fair and equitable tax. (To be sure, the present Fed- 
eral form of income tax is so encrusted with the barna- 
cles produced first by depression and then by war that 
it is no longer fair or equitable.) But a tax on income 
is by no means the only form of tax that can be 
fairly levied. Other forms of taxes are much simpler 
and easier both for the taxpayer to comply with and 
for the Treasury to administer. We urgently need to 
try to make further use of some of them, as other 
governments have. 


Third, we have volumes of testimony before the 
Committee on Ways and Means directed to showing 
how the income tax law might be made more equi- 
table. Everyone agrees that the rates are too high, 
and the progression of surtax rates is too steep. Every- 
one agrees that there are too many special exceptions 
and qualifications. The very severe impact of the tax 
has fostered exceptions and qualifications over the 
years, for they have been essential to permit business 
to function and life to go on in the teeth of the very 
heavy tax bite. 


Obviously, this point is closely associated with the 
two just preceding. If the income tax were assisted by 
other taxes in financing the Federal government, the 
rates of the income tax could be reduced and its pro- 
visions simplified. If the income tax itself were sim- 
plified, the same revenue could be produced by much 
lower rates and the need for exceptions and qualifica- 
tions would be lessened. 


Will Discourage, Not Encourage 


One of the battle cries of the new Administration 
has been that economic growth must be stimulated. A 
tax system that makes saving very difficult, that 
imposes increasingly heavy surtax rates on any addi- 
tional earnings by the managerial group, is much more 
likely to discourage increased business activity and 
growth than to encourage it. 


The obvious remedy, advocated for years by people 
in and out of the government, by professors, by the 
Commissioner of Internal Revenue, by businessmen, 
of course, is to reduce the steep progression of the 
surtax rates. They are largely punitive; they do not 
produce significant amounts of revenue. They were a 
product of depression, and of an expressed desire to 
redistribute individual incomes. Later, they were con- 
tinued as part of a system of wartime controls over 
wages and prices. 


If the top surtax rate were reduced from 91 per 
cent to 50 per cent; if the starting rate were reduced 
a few points; and if the tax brackets in between were 
broadened and redesigned; by that one act the equity 
of the income tax would be greatly improved. The 
chances are that the resulting revenues would not be 
nearly so much reduced as Treasury statisticians 
might claim. Economic growth, the basis of increased 
tax revenues, would be stimulated by the rate adjust- 
ment. It would be further stimulated by this official 
recognition by Congress that the promotion of eco- 
nomic growth, and not a never-ending witch-hunt for 
corporate misdeeds, was an important item of national 


policy. 


Now what is the current tax program of the New 
Frontier? It is a pretty small package, though more is 
promised for some later time. The great encourage- 
ment for business is to come from a graduated tax 
credit for expenditures for newly bought machines. 
This is encouraging, but not very startling. 


Methods for the deduction of greater amounts of 
depreciation in the earlier years of a machine’s life 
were adopted in 1954. The new methods do not seem 
to have produced quite the desired results, mainly 
because of strict administration by the Internal Rev- 
enue Service. The old quarrels between taxpayer and 
Service as to applicable rates of depreciation seem to 
persist. Too much time still has to be spent squabbling 
over the length of the anticipated useful lives of assets, 
the amounts of salvage values which may be obtained 
years hence, and other similar piddling questions that 
may make a few dollars difference in income taxes for 
a particular year, but little or no difference in the long 
run. 


If similar squabbles should be required in the 
administration of the new provisions, little in the way 
of stimulation of economic growth will be gained. 
There is ample opportunity for new controversies to 
arise about what is new plant and equipment (as dis- 
tinguished, for example, from repair or renovation of 
old plant and equipment; or the acquisition of plant 
and equipment from some one else); how much did it 
cost; just how much is the current depreciation allow- 
ance, if it is being or may be controverted, and so on. 


In any event, the tax credit recommendation does 
not take into account the insufficiency of present 
depreciation. It is a superstructure on the unchanged 
depreciation system and it does not attack the funda- 
mental obstacles that the present Federal tax system 
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places in the way of economic growth. We are left 
with the same old defective tax structure and with the 
same old punitive rates. 


Another recommendation is to eliminate the tax 
credit for dividend income, passed in 1954. Congress 
was impressed at that time with the fact that corporate 
earnings were being taxed twice, once to the corpora- 
tion when it earned the income, and again to the 
stockholder when dividends were distributed to him. 
In the early history of our income tax law, corporate 
dividends were freed from the normal tax to indi- 
viduals, and were subjected only to surtaxes. The 
1954 credits were intended to be a first step in the 
elimination of the double tax inequity. Now the Presi- 
dent recommends that we retrace even this halting 
first step. 


There can be legitimate controversy whether cor- 
porate taxes are, in fact, passed on to buyers of the 
corporation’s products (as a cost of doing business ) ; 
or are, in fact, borne by shareholders (as a reduction 
in distributable income). Certainly the corporation 
must shift the burden of the corporate tax to some- 
one; and whether the burden is actually borne by the 
consumer or by the shareholder probably varies in 
different situations with the competitive position of 
the corporation. 


In any event, it is clear that the repeal of the divi- 
dend credit will hardly encourage investment in cor- 
porate stocks, or economic growth. It is a discouraging 
recommendation, not so much because it goes in the 
wrong direction, as because the fundamental defects 
in the income tax law have been passed over in favor 
of this minor detail. 


Conclusion 


Total budget receipts have increased from $60.2 
billions in 1955 to an estimated $78.5 billions in fiscal 
1961, or by 30 per cent. Over this same period, there 
has been a 48 per cent increase in domestic-civilian 
expenditures—from $21.8 billions in 1955 to an esti- 
mated $32.3 billions in 1961. At the same time, 
expenditures for national defense and international 
affairs increased only 15 per cent—from $42.8 billions 
in 1955 to $49.1 billions in 1961. 


It is rather startling that a 48 per cent increase has 
been possible in domestic-civilian expenditures over 
a six-year period without the need for any public 
debate over tax rate increases. 
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Existing expenditure programs imply a rising trend 
in expenditures for future years. A recent projection 
of Federal budget expenditures by the Bureau of the 
Budget indicates that under conditions essentially like 
those of the present—the “medium” projection— 
budget expenditures would grow from $77 billions in 
1960 to $89 billions in 1965 and $97 billions in 1970. 
However, the revised expenditure estimate for 1962 
is already placed at $83.6 billion, and the Budget 
Director has hinted that the 1963 budget will call for 
expenditures of $87 billion. Thus, Federal spending 
seems to be moving upward much more rapidly than 
seemed likely just a few months ago. 


The first question that we much consider as citizens 
in the New Frontier is the one I suggested earlier. 
Have we already decided that we really do not want 
tax reduction—that we are well satisfied to have the 
Federal government spend more and more of our 
earnings for us? 


The next question is the closely related one of tax 
reform. Are we so well satisfied with the system that 


-we have lived with for twenty years that, defective as 


it is, we won’t advocate a change in tones loud enough 
for a congressman to hear and recognize? Our tax 
laws were adopted to serve very different purposes 
than those we confront today. Today we want eco- 
nomic growth. Then we were mainly interested in 
wage and price control. 


We confront a New Frontier at home, and we con- 
front a New Frontier abroad. Our Federal fiscal prob- 
lems are very great: to manage an enormous debt, to 
maintain the value of the dollar, to balance budget 
expenditures greater than we dreamed of only a few 
years ago. We must not be satisfied with putting a few 
more patches on a tax structure that, for a long time, 
has provided enormous revenues, but has also put 
high hurdles in the way of our enterprise system. 

Why don’t we demand the fundamental changes in 
Federal taxes that are worthy of a new frontier?— 
fundamental changes, indeed, that must be made if we 
are to meet the challenges that the New Frontier, that 
1961, has set before us. 


1s 


to alleviate the deficit in our international balance of pay- 
ments 


—to increase the modernization, productivity and competi- 
tive status of American industry 


—to stimulate the expansion and growth of our economy 


—to eliminate to the extent possible economic injustice 
within our own society 


—and to maintain the level of revenues requested in my 
predecessor’s Budget.” 





